It's difficult to understand; yet nearly all financial institutions use it. In
Indiana and other states, it is a method of figuring your cost and
refund of credit insurance and/or interest on a precomputed credit
transaction. A "precomputed” account is one which the account
balance includes the finance charge and each month the full
payment is subtracted from the balance. If the account pays off
before maturity, a rebate of the unearned finance charge is given
based on a method called "the Rule of 78s." More interest and
insurance premiums are earned in the early stages of a contract
since the amount owing is greater. As the balance decreases, the
earned charges are proportionately less for each unit period.

The Rule of 78s is also known as the sum of the digits. In fact, the
78 is a sum of the digits of the months in a year: 1 plus 2 plus 3 plus
4, etc., to 12, equals 78. Under the rule, each month in the contract
is assigned a value which is exactly the reverse of its occurrence in
the contract. Hence, the 1st month of a 12 month contract gets the
value of 12, the second month 11, etc., until the 12th month gets a
value of 1. As the months elapse, the interest is earned by the
lender equal to the total value of the expired months.

For example, prepaying after 2 months of a 12 month contract
would result in the lender being able to keep 29.48% of the finance
charges (1st month 12 plus 2¢ month 11 = 23/78 or 29.48%). In
another example, if the borrower prepays after 6 months, the lender
would have earned 57/78s or 73.08% of the finance charges.

EXAMPLE OF RULE OF 78s:

12 Month Loan - Made December 1 - First Payment on
January 1

# |Month |Earned Units Unjﬁirtrfd % Rebate
12 | Jan 12/78 66/78 | 84.62%
11 | Feb 23/78 55/78 | 7052%
10 | March 33/78 45178 | 57.69%
9 | April 42/78 36/78 | 46.15%
8 | May 50/78 28/78 | 35.90%
7 | June 57/78 21/78 | 26.92%
6 | July 63/78 15/78 | 19.23%
5 | Aug 68/78 10/78 | 12.82%
4 | Sept 72/78 6/78 07.69%
3 | Oct 75/78 3/78 03.85%
2 | Nov 77178 1/78 01.28%
1 | Dec 78/78 0/78 00.00%
78

FINANCE CHARGE REFUND

EXAMPLE:

If the finance charge on a 12 month precomputed consumer
credit transaction is $100.00 and the account is paid-in-full in
the 3rd month; the total of the 1st, 2nd, and 3rd monthly
earned units is 33/78 and the total unearned units is 45/78
(78 - 33). 45/78 converted to a percent is 57.69%. The
unearned finance charge refund would be 57.69% of the
$100.00 finance charge which would be $57.69.

As you can see in this example, 42.31% of the finance
charge was earned in the first three months of the 12 month
contract.

In Indiana under the Rule of 78s, a full month's interest can
be earned during the first month of the contract and after one
day into the next month. In the example given, if the account
was paid in full after February 2 and on or before March 1 the
refund would be $57.69. If the account was paid-in-full March
2, the refund would be $46.15.

If you have a precomputed account that you desire to prepay
in full, always be sure to pay the account off directly before or
on the date it is due. A pay-off one or a few days after the
due date will cost you another month's finance charge.

EXAMPLE OF A RULE OF 78s Formula

The following formula is the simplest method of computing
the refunds by the Rule of 78s.

FORMULA. ...

(U*(U+2)\(T*(T+1)) =Rule of 78s refund decimal * F =
Rebate

U = Unearned term periods - U = 9 \ = Divided by
T = Term periods - T =12 * = Times
F = Finance Charge - F = $100.00

Example:

This example is for a 12 month contract which prepaid at 3
months (9 months unearned) with a finance charge of
$100.00.

U=9 (12-3)
T=12
F = $100.00

(9*(9+1)\(12(12+1))=(9*10)\ (12*13) =90\ 156 =
.5769 Rule of 78s refund decimal
5769 * $100.00 = $57.69 Refund

Charts and other calculating devices are available to
creditors for accurately computing the unearned charges
under the Rule of 78s. You as a consumer are thus provided
with an equitable refund when you prepay your obligation.

CONTRACTS OVER 61 MONTHS

Since July 1, 1992 the Rule of 78s refund can not be used on
contracts with a term over 61 months. Refunds are computed
by applying the disclosed annual percentage rate to the
unpaid balances of the amount financed for the full
computational periods following the prepayment, as originally
scheduled or as deferred.

If you think that your refund has been computed incorrectly or
if you have other questions regarding consumer credit,
contact this Department.



The Indiana Department of Financial Institutions, Division of

Consumer Credit has many dher credit related brochures I H E R l ' L E
available, such as:

Answers to Credit Problems

Applying for Credit
At Home Shopping Rights

Bankruptcy Facts

Buried in Debt

WHAT IS IT?
Charge Card Fraud -
Choosing A Credit Card

Co-Signing

Credit and Divorce

Credit and Older Consumers \ /

Deep in Debt?

Equal Credit Opportunity

Fair Credit Reporting

Fair Debt Collection

Gold Cards

Hang up on Fraud

High Rate Mortgages

Home Equity Credit Lines

How to Avoid Bankruptcy

Indiana Uniform Consumer Credit Code
Look Before you Lease

Mortgage Loans

Repossession

Reverse Mortgage Loans

Scoring for Credit

Shopping for Credit

Using Credit Cards

Variable Rate Credit

What is a Budget?

What is the DFI?

Call our toll-free number or write to the address on the cover for
a copy of any of the krochures listed or for further consumer
credit information.

DEPARTMENT OF FINANCIAL INSTITUTIONS
Consumer Credit Division
30 South Meridian Street, Suite 300
Indianapolis, Indiana 46204
317-232-3955
1-800-382-4880
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